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Arkansas Electric Cooperative Corporation (AECC) moves for leave to submit the
attached Rebuttal Evidence and Argument to respond to certain evidence and argument
submitted by BNSF Railway Company (BNSF} in its Reply. As grounds for this Motion, AECC
states as follaws.

AECC has significant interest in the subject matter of this proceeding, but initially
did not anticipate that its active participation would contribute materially to the record before
the Board. However, after reviewing -the Reply Evidence and Argument submitted by BNSF,
AECC believes that the attached Rebuttal Evidence and Argument would be useful to the Board
in addressing important issues raised in this docket. This rebuttal builds on analyses that AECC

has previously submitted to the Board in a number of other dockets. 1/

1/ E.g., Competition In The Railroad Industry, Ex Parte No, 705; Study Of Competition In
The Freight Rail industry, Ex Parte No. 680; Use Of A Multi-Stage Discounted Cash Flow Model
In Determining The Railroad Industry’s Cost Of Capital, Ex Parte No. 664 {Sub-No. 1);

Methodology To Be Emploved in Determining The Railroad Industry's Cost Of Capital, Ex Parte
No. 664; Rail Capacity And Infrastructure Requirements, Ex Parte No. 671.




AECC does not believe that the material it seeks to submit will duplicate the filing

of any other party. No party would be prejudiced by allowing AECC to submit this rebuttal.
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Michael A. Nelson ric Von Salzen
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BEFORE THE
SURFACE TRANSPORTATION BOARD

DOCKET NO. FD 35506

WESTERN COAL TRAFFIC LEAGUE -
PETITION FOR A DECLARATORY ORDER

REBUTTAL EVIDENCE AND ARGUMENT OF
ARKANSAS ELECTRIC COOPERATIVE CORPORATION

Arkansas Electric Cooperative Corporation (AECC) submits this evidence and
argument to rebut certain evidence and argument submitted by BNSF Railway Company (BNSF)
in its Reply.

DISCUSSION

AECC’s Rebuttal addresses the following issues.

1. The Appropriateness Of Using The $8.1 Billion Write-up For Regulatory Purposes.

The parties are in agreement that the analyses performed by BNSF's accountants indicate that
the portion of the “acquisition premium” over book value paid by Berkshire Hathaway to
purchase BNSF that is associated with the write-up of BNSF’s tangible assets amounts to $8.1
billion. 1/ However, agreement on this figure does not establish that it is appropriate for the

Board to use in carrying out its vitally-important functions in regulating the freight rail industry.

1/ WCTL witnesses Crowley/Fapp and BNSF witnesses Baranowski/Fisher have reached a
collegial agreement on the amount of the “acquisition premium®.



The premium was calculated for BNSF by accountants {none of whom has testified in this
proceeding) based on a hypothetical, “optimized” BNSF network of only 6,600 route miles of
track {compared to the 32,000 route miles BNSF actually operates). BNSF has not justified the
use of such a hypothetical rail network for the Board's regulatory purposes. BNSF relies on the
Congressional direction in 49 USC 11161 that the Board shall “conform such [accounting] rules
to generally accepted accounting principles” “to the maximum extent possibte”, but fails to
heed the Congressional requirement that the Board “insure that [its accounting] rules” serve
the statute’s “regulatory purposes”, and that the rules be reviewed and changed periodically to
“achieve the regulatory purposes” of the statute. As discussed in greater detail in the
accompanying Rebuttal Verified Statement Of Michael A. Nelson (Nelson RVS}, inclusion of the
$8.1 billion write-up in the valuation of BNSF's assets would not serve the regulatory purposes
of the statute, and indeed would undermine those purposes.

2. BNSF Has |gnored The Dramatic Changes In The Raiiroad Industry Since The

Railroad Accounting Principles Board Endorsed GAAP Acguisition Accounting in 1987. As

discussed in Nelson RVS, the RAPB recommendation that GAAP accounting be used for rail
regulatory purposes was based on circumstances that no longer exist.

3. BNSF’s Reliance On The Joint Verified Statement Of A. Lawrence Kolbe And Kevin

Neels Is Misplaced. Although these witnesses have recognized expertise as economists, they
appear to lack substantial experience in rail regulation, As a result, they have based their
analyses on assumptions about the industry that are simply incorrect. As discussed in Nelson

RVS, these faulty assumptions make their conclusions invalid.



Conclusion

One of the objectives of federal rail regulatory policy is to make it possibie for
railroads to achieve “adequate” revenues. 49 USC 10704 (a) (2}). The touchstone measure of
“adequate” revenues is the railroad’s ability to “attract and retain capital”. 1d, 10704 (3) (2) (B).
The $8.1 billion write-up resulted because one of the savviest investors in the world was willing
to invest a large amount over and above not only the current book value of all of BNSF’s assets,
but also the current market value of BNSF’s tangible assets, to purchase the railroad. Common
sense would lead to the conclusion that BNSF has demonstrated the ability to attract capital
and is revenue adequate.

Yet including the $8.1 billion write-up in the vaiue of BNSF’s tangible assets for
rail regulatory purposes would cause BNSF to appear not to be “revenue adequate”, and would
loosen regulatory constraints on the rates that BNSF can charge its customers. This result
simply makes no sense and would be contrary to the regulatory purposes that are supported by

the Board's accounting rules.
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REBUTTAL VERIFIED STATEMENT
OF
MICHAEL A. NELSON

QUALIFICATIONS

My name is Michael A. Nelson, I am an independent transportation systems analyst with
over 31 years of experience in railroad competition and coal transportation. My office is in

Dalton, Massachusetts.

I have directed or participated in numerous consulting assignments and research projects
in the general field of transportation. My work typically involves developing and applying
methodologies based on operations research, microeconomics, statistics, and/or econometrics to

solve specialized analytical problems.

Of particular relevance to this testimony, [ have extensive experience related to many
specific issues that have arisen in this proceeding, including the evolution of the railroad industry
under the Staggers Act, competitive factors and the formation of rates for regulated and
unregulated movements, the Board’s cost of capital methodology. rail investments, and others.

[ have submitted verificd statements and/or assisted in the preparation of comments in numerous
proceedings before the Board, including Competition In The Railroad Industry, Ex Parte No.

703; Study Of Competition In The Freight Rail Industry, Ex Parte No. 680; Usc Of A Multi-
Stage Discounted Cash Flow Meodel In Determining The Railroad Industry’s Cost Of Capital, Ex

Parte No. 664 (Sub-No. 1); Methodology To Be Employed In Determining The Railroad

Industry's Cost Of Capital, Ex Parte No. 664; Rail Capacity And Infrastructure Requirements. Ex

Parte No. 671 and, The 25th Anniversary Of The Staggers Rail Act Of 1980: A Review And

Look Ahead, Ex Parte No. 658.



| received my bachelor's degree from the Massachusetts Institute of Technology in 1977,
In 1978, I received two master's degrees from MIT, one in Civil Engineering (Transportation
Svstems) and one from the Alfred P. Sloean School of Management, with concentrations in
cconomics. operations research, transportation systems analysis and public sector management.
Prior to February 1984, 1 was a Senior Research Associate at Charles River Associates. an

economic consulting firm in Boston, Massachusetts. My qualifications and experience are

described further in Exhibit A,

INTRODUCTION AND SUMMARY

This statement addresses and attempts to reconcile the unusual situation that has
developed in this proceeding in which the parties have agreed fully on the numbers, but
seemingly can find no common ground regarding their significance or implications. In their
respective reply statements, WCTL witnesses Crowley/Fapp and BNSF witnesses
Baranowski/Fisher have.reached a collegial agreement on the $8.1 billion asset write-up figure
without any shots being fired. From that point of agreement, however, the shipper and railroad
parties begin speaking in entirely different languages. largely reflecting their private interests.
Shippers understandably focus largely on the effects of the $8.1 billion on URCS costs, and the
way inclusion of that premium may cause some captive shippers to experience diminished
regulatory protections and higher rates. The railroad parties, on the other hand, claim that they’re
simply following settled precedent, and that to apply the sl:xippers' proposed change to a railroad
would, in the words of BNSF witnesses Kolbe/Neels, ““...guarantee the company would fail to
camn the cost of capital over the lives of its assets.™

This proceeding brings before the Board fundamental issues related to differential

pricing and revenue adequacy. However, with the parties talking past each other based on their



private interests, the Board may feel that it could use {urther input regarding the core public
interest responsibilities it holds. Having been told by its own expens, Christensen Associates,
that the rail industry has been able Lo access efficient quantities of capital since at least 1995, that
it achieved revenue sufficiency in approximately 2006, and that in the presence of growing
volumes revenue sufficiency can be maintained with diminished levels of differential pricing,’
the Board nevertheless is being told by the railroads that it must loosen the reins on differential
pricing still further. For their part, the shipper interests argue that the Board has the autﬁority to
alter its precedents, but may not have fully articulated the public interest considerations that
would call for such a change.

In this statement, [ address relevant public interest considerations raised by the
reply filings. I specifically address the following issues:

- the opaque nature of the $8.1 billion estimate and its unsuitability for regulatory
purposes;

- the railroads’ reliance on the original RAPB findings regarding use of GAAP for asset
valuation, the context of those findings, and crucial changes since the time of the RAPB
rcport that now support a change in the precedent for regulatory purposes; and,

- errors embodied in the analysis and conclusions presented in the Kolbe/Neels reply
statement, particularly the conclusion that use of original cost accounting for regulated
rates guarantees revenue insufficiency. 1 also address the cconomic incentives for
unsound conduct that would result if the railroads’ position on asset valuation were
accepted.

My general conclusion is that the public interest considerations arising in this
proceeding call for the Board to reject incorporation of the acquisition premium. Contrary to the

railroad posture. the issues raised in this proceeding do not support continuation of “business as
! Specific citations and further discussion of these points are contained in STB Ex Parte 705,
Competition In The Railroad Industry, “*Arkansas Electric Cooperative Corporation’s Notice Of
Intent To Participate In The Public earing” / Oral Argument Exhibit; “Statement Of Arkansas
Electric Cooperative Corporation Regarding Competition In The Railroad Industry” (June 10,

2011) at Appendix C, Summary of Evidence on Key Issues — Achievement of Revenue
Sufficiency.
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usual”. Rather. the evidence documents several changes of circumstance that now make it
appropriate for the Board to change its past practices regarding asset valuation.
I document at least 4 specific industry changes that have occurred since the Board

established its incumbent practices regarding asset valuation, including:

1. Diminished importance of impaired assets;
2. Reliable evidence of supracompetitive returns arising in rate cases and elsewhere;
3. Payment of large premium for goodwill, indicative of full satisfaction of the

revenue adequacy standard, at least by BNSF; and,
4 Documentation of an incentive for investors to pay a premium to leverage
penmissible carnings.
These changes refute the railroads’ argument that “nothing has changed”, and substantiate the

propriety of a new look by the Board at its practices regarding asset valuation.

DISCUSSION.

1. Unsuitability for regulatory purposes of the $8.1 billion estimate

Section 10101(13) calls for the Board “... to ensure the availability of accurate
cost information in regulatory proccedings....” WCTL and BNSF witnesses agree in their
Replies that the analyses performed by BNSF's accountants translate to an $8.1 billion write-up
of the value of BNSF’s tangible ussets. Unfortunately, and notwithstanding the agreement of the
parties, the Board cannot ensure the accuracy of this cost information when it flows through to
regulatory applications. Indeed, the information BNSF has provided regarding the methodology
used to generate this estimate has raised more questions than it has answered.

As described previously by BNSF witness Hund, the $8.1 billion estimate

discussed in the replies rests on analyses performed by accountants, none of whom have



appeared as a witness in this proceeding. 3y Mr. Hund’s description, the cstimate did not entail a
straightforward enumeration of BNSF’s tangible assets and their values. Rather, the accountants
analysis was based on a hypothetical. “optimized”™ network the accountants developed in which
BNSF only operated 6.600 route miles of track (compared to the much larger network BNSF
actually operates)”. Notably, this hypothetical network is not represented to be a tool used by
BNSF or Berkshire Hathaway for any type of network analysis or other management purpose. To
the contrary, witness Hund admitted candidly that BNSF and Berkshire Hathaway management
personnel don’t even understand the methodology that the accountants used. Under these
circumstances, and despite the stated agreement of the reply witnesses regarding caleulation of
the figure, the Board has been provided with no substantive basis upon which it can ensure the
accuracy of the cost numbers that result from incorporation of the $8.1 billion figure. as
contemplated in Section 10101(13).

The railroads repeatedly cite the reference to “generally accepted accounting
principles™ in Scction 11161, and argue that the Board must accept and use the accountants’
estimate. However. the claim that GAAP (“Generally Accepted Accounting Principles™) takes
precedence over the Board’s regulatory responsibilities is illusory. The purpose of GAAP is to
promote uniformity and comprehension by users of financial statcments, and not to govern or
supersede usecs of financial information that are appropriate for regulatory purposes. Asset write-
ups may cnable users of financial statements 10 evaluate the subsequent performance of a firm

afier an acquisition, but they are not intended to address, for example, the return that a railroad

2 BNSF witness Hund. at page 5 of his opening verified statement, indicates that the 6,600 route
miles represents 30% of the actual network, implying the comparable measure of actual route
miles is 22,000 route miles. The BNSF website indicates that BNSF currently operates 32,000
route miles. htip://bnsf.com/about-bnsf/pdf/fact _sheet.pdf . For the purposes of this statement, it
does not matter what the exact number is. since both figures differ from the 6,600 figure by a
wide margin,
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would need to achieve to “attract and retain capital in amounts adequate to provide a sound
transportation system”. as referenced in Section 10704(a)(2)(B).

Section 11161 is comprised of only 3 sentences, the first two of which explicitly
affirm in plain language the primacy of regulatory purposes — not conformity with GAAP - in
the Board’s implementation of cost accounting:

“The Board shall periodically review its cost accounting rules and shall make such
changes in those rules as are required to achieve the regulatory purposes of this part. The

Board shall insure that the rules promulgated under this section are the most efficient and
least burdensome means by which-the required information may be developed for

regulatory purposes.” (emphasis added)

The fact that the third sentence refers to using generally accepted accounting principles “to the
maximum ¢xtent practicable™ has been taken out of context by the raifroads. In context, Congress
plainly anticipated that there would be instances where regulatory purposes would not be served
by GAAP accounting, and circumscribed the mandate to conform to GAAP to exclude instances
where such conformity would be inconsistent with regulatory purposes and thus not
“practicable™.

Even if it is assumed that accepting at face value numbers generated by third
parties using undocumented methods is acceptable for GAAP asset valuation purposes, the
Board has both the expertise and the responsibility to consider carefully the reliability of the
methodology and its implications for regulatory purposes. For example. to make use of the
accountants® estimates, the Board would need to be able to reconcile the wide gap between the
6.600 mile “optimized™ network and the much larger actual network operated by BNSF, in the
context of the statutory mandate for “honest and efficient management” contained in Section
10101(9), and the “honest, economical, and efficient management” standard articulated in
Section 10704(a)(2). With more than 30 years to work with the freedoms 1o shed unprofitable

trackage that were provided in the Staggers Act, it strains credulity that such a large block of

O



noneconomic BNSF trackage remains in service, Moreover, if the Board were to accept the
proposition that BNSF hasn’t yet abandoned such noneconomic trackage, it unavoidably would
suggest the possibility that BNSF over time has managed or staged the timing of abandonments
and network rationalization initiatives to avoid attainment of revenue adequacy under the
Board’s methodology.’

These cans of worms eventually may necd to be opened, but the Board should not
now accept as fact, in supposed obedience to GAAP, the results of an undocumented, untested
and contrary-to-fact back room simulation.

2. RAPB and the use of GAAP

The railroads rely on the proposition that RAPB supports the continued reliance
on GAAP for asset valuation in mergers and acquisitions. However, they overlook entirely the
circumstances prevailing at the time of the RAPB report, the limitations on the applicability of
the findings explicitly stated in the report. and the current circumstances that negate the major
rationale stated in the report tor endorsing GAAP.

The RAPB report was issued in 1987. At that time, the rail industry was in the
early stages of the network rationalization driven by the market forces unleashed by the Staggers
Act. Class I's still operated many facilities that were “impaired” in the sense that they would not
be replaced as built given changes in circumstances that had occurred since their construction.
Impaired assets are an important regulatory issue, because they are assets that in an economic
sense should not be replaced, and posc the threat that investors in such assets won't get their
money back. (Of course. no amount of rent extraction from captive rail customers would change

the fact that those assets should not be replaced.)

3 Further discussion of the incentives for inefficient conduct that may be created by the Board’s
revenue adequacy methodology is provided in section 3, below.



The RAPB was fully aware of the impaired asset issue, and specifically cited
treatment of impaired assets by GAAP as a rationale for favoring the GAAP treatment of assets
in mergers and acquisitions over original cost accounting. However, this was not RAPB
concluding that assets must be written up to ensure that investors camn an adequate return. In fact,
it was just the opposite - RAPB concluded that in the then-large number of circumstances where
the book values of assets exceeded their market value, it was important that the asset values be

written down as provided in GAAP. In my view, this provided appropriate market signals to

investors, in effect indicating that rail regulation would not be used to cover for poor investment
choices. In that sense, the RAPB recommendation of GAAP in 1987 was analogous to the types
of standards that ! understand utilities generally must satisfy before an asset can be included in
their rate base.

The principle that regulated customers should not be punished as a result of
railroads® investments in unneeded assets is not only reasonable as a matter of faimess, but also
places on investors in regulated assets the same types of risks that face investors in all types of
unrcgulated, competitive endeavors. Indeed, forcing investors to face the music on impaired
investments mirrors what happens in the Board's major rate case procedures, where a shipper is
able to rely on a stand-alone railroad of optimally-efficient design that does not cross-subsidize
unutilized assets. The fact that investors may lose some, much. or all of their capital if they don’t
properly anticipate the necds of the market is at the heart of the market forces that guide the
efficient allocation of resources. RAPB apparently understood that compelling write-downs of
impaired assets is a fact of life for investors, and that the mandate of the ICC (and subsequently
this Board) to assist railroads in achieving adequate revenues did not include placing the burdens

of investments in unneeded assets on the shoulders of captive rail customers.
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In the 24 vears that have passed since the RAPB rcport was issued. the railroads
have had ample opportunity to shed impaired assets. and have done so through abandonments,
shortline spin-offs, etc. As a result, the situation that provided the primary foundation for the
RAPB endorsement of GAAP asset valuation standards no longer exists.

RAPB specifically recognized that regulatory purposes sometimes may justify
deviations from GAAP.? Obviously. if the Board were to change its treatment of asset values in
mergers and acquisitions, it might become appropriate for the Board to take other steps to ensure
that any remaining impaired assets are not overvalued. However, the issue of impaired assets is
far less significant than it was at the time of the RAPB report. This change of circumstanccs
provides a need and an opportunity for the Board to revisit its treatment of assets in mergers and
acquisitions, and, if warranted by regulatory purposes, to reach a different conclusion than did
RAPB under the circumstances that prevailed in 1987.

The appropriateness of the original cost framework advocated by shippers is

addressed in further detail in the following section.

3. Kolbe/Neels reply statement

Betfore commenting on the Kolbe/Neels reply statement, | would like to
acknowledge, as a former co-worker, Dr. Kolbe’s recognized expertise in financial economics.

I take his observations seriously, and do not offer critical comments on his work lightly.

The concerns 1 have with the Kolbe/Neels statement can be traced largely to the

limited experience of these witnesses in rail matters before the Board.® While rail witnesses with

4 As stated in the RAPB report (at page 44), “(t)he altcrnative methiods proposed by the FASB
may or may not be appropriate for regulatory purposes; that issue is Icft to the ICC.”

5 Based on the provided summaries of their work, Dr. Neels has appeared before the Board only
once betfore, and Dr. Kolbe has never previously appeared here.



long “track™ records certainly can make errors. and incxperienced ones can shed new light, the
Kolbe/Necls statement is burdened by several problems related not to the conceptual or
theoretical issues being raised, but rather to infirmities in the assumptions used in the attempted
application of those concepis and theories to the rail industry. In places it also is inconsistent
with relcvant statutcs and industry practices and with facts well-known to the Board. For these
reasons, the Kolbe/Neels statement does not support the propositions for which it has been cited.
as discussed in further detail below.

(@) Original Cost (OC) Reguldation in the Presence of Compelition

Kolbe/Neels concede outright that original cost (“OC™) regulation is
commonplace in the electric utility industry — where there is no doubt that such regulation has a
long history of allowing the industry to attract and rctain needed capital - but argue against its
use tor railroads based on their conclusion that “OC regulation cannot be used for a company
facing material competition, since to do so imposes dual constraints that guarantee the company
would fail to eamn its cost of capital over the lives of its assets.” If true, this conclusion would
make the use of original costs sought by shippers inconsistent with the Board’s mandate to assist
carriers in attaining adequate revenues. However, this conclusion rests on assumptions that
demonstrably are inapplicable to the situation at hand, and as a result it is incorrect.

In reaching this conclusion. Kolbe/Neels postulate an environment in which rail
shippers who enjoy etfective competition for their shipments can nevertheless avail themselves
of regulated rates that are lower than competitive rates due to OC accounting.’ It does not take
much investigation to determine that the situation described cannot occur in the rail industry as

Kolbe/Neels have assumed. Under Section 10707, before entertaining any rate challenge the

® This is discussed on pages 6-9 and summarized in Figure 2 on page 9 of Kolbe/Neels.
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Board must find that the subject traffic faces “market dominance™, defined in Section 10707(a)
as “an absence of effective competition from other rail carriers or modes of transportation for the
transportation to which a rate applies.” The market dominance requirement, which has been in
place for decades, precludes the type of “double-dipping”™ upon which the stated Kolbe/Neels
conclusion depends.” Put another way. the only shipments for which regulated rates can be
obtained are ones for which there is no effective competition.

On an empirical basis, the assumptions relied upon by Kolbe/Neels plainly do not
reflect rail industry conditions. While Kolbe/Neels hypothesize that a competitive rate will
produce adequate returns for an investor, the entire structure of rail rate regulation assumes that
the tendency of competition to drive rates toward marginal costs will prevent railroads from
achieving adequate returns in a fully competitive environment, and that a measured reliance on
differential pricing via the exercise of rail market power is required. Under Section 10707(d), the
Board is precluded from reducing any rate below the “jurisdictional threshold” of 180 percent of
variable cost, so basically any regulated rail rate is virtually certain to be far above a
corresponding competitive rate. Indeed. as discussed by several parties in this proceeding. it has
become commonplace in major rate cases for stand-alone cost analyses to show that required
rates are below 180% R/VC, and for parties to stipulate that the jurisdictional threshold will
govern the prescribed rate. When this oceurs, the prescribed rate is, by definition, higher than the

rate that would enable the carrier to cover all of its costs, including a market rate of return on all

" Recognized experts in regulatory and financial economics caution that when an assumption
“does not correspond to Jegal reality, cconomists {[may be] giving bad advice.” Sce Kolbe, A.
Lawrence, William B. Tye and Stewart C. Myers, Regulatory Risk: Economic Principles and
Applications to Natural Gas Pipelines and Other Industries, Boston: Kluwer Academic
Publishers (1993) at 40.

1



agsets required to provide the given service. Far from failing to earn a market rate of return, as

postulated by Kolbe/Neels, regulated rates in such instances demonstrably are supracompetitive.

Supracompetitive rates provide carriers with a return greater than the return
required to motivate needed investment, and have no statutory, rational, economic, or equity
foundation. Such rates raise many concemns, none of which are addressed by Kolbe/Necls. By
yielding more than a market return on required assets, they distort resource allocation and are
completely inconsistent with the economic theory underlying rail rate regulation. In essence, they
represent removal of the “constrained™ part of Constrained Market Pricing. Moreover, because
stand-alone cost analyses typically incorporate the costs and revenues associated with other
traffic that uses the same facilitics as a movement that is the subject of a rate complaint, a rate
case that concludes with a supracompetitive rate prescription on the subject traffic in fact is
indicating that the railroad is carning a supracompetitive return on the entire portion of its
network used by the subject traffic. If Kolbe/Neels had looked at actual current conditions. rather
than contrived assumptions, their concerns almost certainly would have been the opposite of
what they have stated.

The Board has an obligation to consider carefully any credible threat that its
actions would create a systematic failure for a railroad or railroads to eam adequate returns.
However, where, as here, such a threat is wiclded without a reasonably rigorous foundation, it is
no more than a bogeyman. The facts do not support the assumptions underlying the conclusion
stated by Kolbe/Neels, and this conclusion therefore is entitled to no weight.

(b) Double-Counting of Inflation

In its opening submission, CURE cited established evidence that a double-count
for inflation is produced when a nominal rate of return (as produced by the Board’s cast-of-

capital methodology) is applied to asset values that have been “written up” trom their original

12



cost to current values that include the effect of inflation. After conceding in their reply that under
some circumstances .. .there would be merit lo this claim...”, Kolbe/Neels (at pages 20-23) then
advance a series of irrelevant considerations that improperly deflect concern from this well-
scttled analytical fact.

Kotbe/Neels discuss the double-count issue as if it only applies to revenue
adequacy detcrminations. The basis for this limitation is unclear, as CURE cxplicitly referred to
“any costing purpose™.® As a result of this limitation, Kolbc/Neels do not even discuss the effect
of the math error represented by the double-count on other regulatory functions performed by the
Board, including the provision of accurate cost information. As a result of the silence of
Kolbe/Neels, the CURE double-count point stands unchallenged with respect to regulatory
purposes other than revenue adegquacy.

Even if consideration of the double-count were limited to the revenue adequacy
context, the arguments raised by Kolbe/Necls are incorrect. First. Kolbe/Neels allude to a
supposed requirement that the railroads would have to “earn a real cost of capital return on the
replacement cost of their assets, revalued every year...." [t is unclear where this supposed
requirement comes from. The Board imposes no such requirement, and in fact has explicitly
rejected past railroad attempts to introduce such a requirement. One of the principal reasons for
this rejection has been the widespread recognition that investor expectations of inflation cannot
reliably be measured at any given point in time, so the *real cost of capital” cannot reliably be
computed. While Kolbe/Neels might think the Board should overlook the double-count issue
until their rejected and unmeasurable criterion is satisfied, this “see-no-evil” defense cannot be

taken seriously.

* See CURE Opening Evidence and Arguments (October 28, 2011) at 9.

13



Even if Kolbe/Neels accepted other standards of revenue adequacy, their
comments reflect outdated and wishful thinking. Specifically, their claim that “since the passage
of the Staggers Act. no one suggests that any railroad has been able to [achieve revenue
adequacy] on a consistent basis™ is simply false, and displays a lack of familiarity with the
results of the study performed by Christensen Associates for the Board, the record in Ex Parte
No. 705 and other sources. Indeed, the CURE filing to which Kolbe/Neels purpon to reply
contains a lengthy discussion {¢ncompassing the entirety of Section Il at pages 10-15} of the
revenue adequacy implications of the large write-up of BNSF’s goodwill associated with the
Berkshire Hathaway purchase. | interpret the conspicuous silence of Kolbe/Neels (and of the
other railroad reply evidence and argument) regarding this point as a tacit acknowledgement of
its validity.

Kolbe/Neels are also conspicuously silent regarding the testimony before this
Board of their colleague, Prof. Stewart Myers. barely 4 years ago, regarding the CAPM
methodology. Data presented by Prof. Myers indicated that the rail industry for a lengthy period
had exhibited a “beta” value on the order of 0.5 (indicating a low risk relative to the market). but
that measured betas began increasing around 2004.> AECC has described for the Board the way
beta in CAPM is susceptible to upward bias due to movement in beta caused by the increased
exercise of market power (i.e.. the model ascribes to risk increased earnings that actually result

H]

from the increased exercise of market power, rather than any increase in actual risk).” During

the time since 2004, when the railroads have touted their increased “pricing power” even through

® See Ex Parte No. 664. Methodology To Be Emploved In Determining The Railroad Industry's
Cost Of Capital, Myers Reply Verified Statement (October 29, 2007), Figure 1.

" See STB Ex Parte No. 664 (Sub-No. 1). Use of a Multi-Stage Discounted Cash Flow Model in
Determining the Railroad Industry's Cost of Capital, “Comments ot Arkansas Electric
Cooperative Corporation™ (April 14, 2008) at 2.
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a protracted recession, the measured beta has increased from around 0.5 to its most recent value
ol 1.1619."

Even if Kolbe/Neels could persuade themselves that the dramatic run-up of beta
somehow reflects a genuine increase in risk rather than an artifact of increased market power,
CAPM currently finds the entire rail indusiry to be revenue adequate. Specifically. the
Board’s most recent cost-of-capital determination found a value of 10.15 percent if the cost of
common cquity capital estimated by CAPM (and not MSDCEF) is used,'? while the actual return
achieved by the entire Class I rail industry was 10.36 percent'’. In this light, it can be seen that
only the stated expectations of a few Wall Street analysts — upon which the Multi-Stage DCF
component of the Board’s cost-of-capital methodology 1s based, and which also are subject to
upward bias.if’ the analysts expect an increase in the exercise of market power — now cause the
industry to be found revenue-inadequate. If Kolbe/Neels looked at the current data, particularly
in the context of the past findings of Professor Myers, they would not be so quick to try to rely
on the proposition that the industry as a whole is not revenue adequate.

The final attempt by Kolbe/Neels to excuse the double~count is to acknowledge
its existence, but to claim, in effect, that it’s not really that bad. However, to make this claim,
they go back to their charts that supposedly show capital charges in regulated vs. competitive

markets, and as [ showed in section 1. above, these charts hear no resemblance to patterns of

'"'STB Docket No. EP 558 (Sub-No. 14), Railroad Cost Of Capital—2010, decision served
October 3, 2011 at 6.

2 n the computation performed in Table 15, substituting the CAPM value of 0.1184 for the
averaged value of 0.1299 yields a weighted average of ((0,0461x0.2338) + (0.1184x0.7662)} =
0.1015.

13 (Sum of Adjusted Net Railway Operating Income/Sum of Tax Adjusted Net Investment Base)
=(10.150.931/97,974,599) = 0.1036. Sce Docket No. EP. 552 (Sub-No. 15), Railroad Revenue
Adegquacy—2010 Determination, decision served November 3. 2011, Appendix B.
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actual rate levels in the rail industry. The Board should not allow the Kolbe/Neels presentation of
irrelevant, data-free stick figures to obfuscate the genuine and documented double-counting
problem. '

[t the Board wishes to address the double-count issue on a sound basis, there
would appear to be two possibilities, One possible approach would be to deflate the written-up
value of each asset to remove the effects of'inflation since the time of the original investment.
This would eliminate the double count issue, while still effectively writing down the value of
impaired assets (as discussed above). The other possibility would be to use original cost
accounting, perhaps refined by criteria to identify and give appropriate treatment to assets whose

use (or lack thereof) no longer justifies the costs they impose.

fc) Rate Bases, Circulurity and the Adverse Impacls of Increased Regulatory Costs

Multiple shipper parties have developed estimates of the impacts of the asset write-ups on
individual traffic {lows through their effects on URCS and the jurisdictional threshold. Instead of
replying directly to those estimates, Kolbe/Neels developed a broader set of assertions claiming
that because rail rates are not set based on a “rate base”, there is no “circularity” (i.e., a write-up
of asset values would not permit higher rates, driving up asset values, etc.). and a “modest
change in regulatory costs™ will not have significant adverse effects. Kolbe/Neels, in their
broader view, have missed an entire category of impacts with which they should be familiar, and
as a result are glossing over the true scope of the adverse impacts of the regulatory cost changes

at issue here.

' Ironically, Kolbe/Neels seek to portray shippers as wanting “2 bites at the apple™ (in the form
of competitive and regulated rates), when in fact their argument permits an investor to eam a
market return on the funds originally invested, and then be compensated a second time for
inflation via asset write-ups.
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As economic experts, Kolbe/Necls surely were aware that one of the fundamental
objectives of the economic regulation discussed in their testimony — for railroads and utilities
alike - is to ensure a market rate of return on investments and thereby ensure the availability of
investment éapital for needed facilitiés and infrastructure. They also surely were aware of the
fact that there is no foundation for such regulation to allow returns above a market rate. In the
utility context, with which they are most intimately familiar, applying the allowed return to the
rate base is well established as a method to ensure that adequate returns are achieved, but excess
retumns are avoided.

In the railroad context, the issue is the same. but the process is less well-defined.
While most individual rates are not determined through a regulatory process, the Board performs
its annual revenue adequacy analysis to assess the sufficiency of overall rail earnings in the
context of rail investment levels and the computed cost of capital. Although the Board has not
defined exactly what it intends to do if it concludes that the earnings of a carrier or the industry
as a whole have become more than adcquate, it is reasonable for investors to expect that such a
finding by the Board would lead to curtailment of differential pricing (if not by the Board, then
by Congress).

In this context. all else equal, actions that increase either the computed cost of
capital or rail investment enable a carrier to achieve higher net carnings without invoking
curtailment of differential pricing. For example. the Board’s most recent revenue adequacy
determination illustrates how an increase in reported rail investment, such as would occur under
the asset write-up at issue here. increases the ceiling ot rail earnings that can be achieved without

triggering a finding of revenue adequacy. All ¢lse equal, an incrcasc of $8.1 billion in the value
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of a railroad"s investment would increase permissible annual carnings by ($8.1 billion x 0.1101

=) $892 million/year.

as follows:

The two most noteworthy elements of information provided by this example are

The effects of the asset write-up are not limited to special circumstances where
R/VC ratios or Board rate reasonableness constraints would be altered by changes
in URCS costs. Rather, those effects plainly include, in addition to such special
circumstances. increased earnings from any sources on any traffic. most notably
including any increased rates associated with the increased exercise of market
power by carriers over ostensibly competitive traffic; and,

With prevailing railroad P/E ratios in the range of 14-18, the market valuation of
the increase in “protected”™ eamnings stemming from a write-up of rail assets is
greater than the amount of the write-up itself. In the example presented above, the
additional earnings of $892 million/year shielded by the $8.1 billion write-up, all
else equal, boosts the value of the stock by on the order of $12.5-16.1 billion.
Basically, as long as railroads face opportunities to increase the extraction of
market power via increased rates, and assuming that investors believe that rates
above the computed revenue adequate level will not be sustained, it would be
economically rational for an investor to pay a premium that increased the

valuation of rail assets for revenue adequacy purposes, because the value of the

incremental eamnings exceeds the premium that has to be paid to achieve them."?

' This finding is similar in many respects to an issuc. originally known as the “Averch-Johnson
effect”. under which tirms facing rate of return regulation may experience unintended incentives
to artificially increase the quantity of capital to which an allowed rate of return is applied.
[Footnote continued next page]
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It does not need to be established that Berkshire Hathaway intended to rely on the
asset write-up to provide cover for broad anti-competitive rate increases or an expanded eamings
horizon for BNSF. In the current rail environment, these are intrinsic aspects of the asset write-
ups called for under GAAP that should persuade the Board to reconsider this practice. Contrary
to the assurances offered by Kolbe/Necls, the etfects of the changes in regulatory costs

associafed with asset write-ups are highly significant, and warrant careful attention from the

Board.

[Footnote continued from previous page]

Related to this issue, which has been documented and examined in economic literature at least
since the 1960’s ( first by Averch and Johnson, and subsequently by Wellisz and others). public
utility commissions normally give very close scrutiny to the legitimacy of individual assets
included in a utility’s rate base.
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EXHIBIT A

MICHAEL A. NELSON

127 Main Street:
Dal-ua, MA 02226
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B.5. Managemsn:t, Massachusetts Institite of Technology
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vio sectocr managemsnt.

Zongentraticons i
operaticns resea

FY.PERIENCE

Mr. XNelson is  arn :independent  transportation sys.ems ara.ysk. He
provides managemen: and ecoromic cansulting ana litigation support. His
work typlrally involves develzsping and apolying methoedcelegies based cn
aperations research, microecconomics, statistics and/cr econcmetrics to
dolve speclalized anaiytical prob_ems, 43 illustrated by the following
exzmplas of nhis experience:

A. Hailroad
On behalf of Arkansas TF.ectric Dooperative Torporat:on (AECC), Mr.
Nelscorn provided economic and otber anaiyses and facrs in suppoert of the
affort by the 3Surface Transpertaticn Board (STB) i1n Ex Parte 705 te
zxplore the rurrent srtate of surpekbition in the railroad :incustry and
poss.ble policy alternatives.

Also oun behalf of AFSC, Mr. Welsnn submitkbed extensive festineny to the
Board in DJocket HNo., 42101/Finatce DRocker He. 32187. This testimony
aralyzed and commented con many aspects of alterrative rail routes for
~ransporting ~zal frcm the Powaer Fivsr Rasin (PRB} tn the 1-depsnaence
Steam Electr-c Stat.on (ISE8) at Newark, AR.

On penaif of “onsumers Urniked for FRail Equizy (CiRE), Mr. HNelseon
aralysed the public .oterest impest ass¢ciated with the Board’s
“Botileneck Rule”, which limits ngportunities for interline movements
L zerve laptive rail customers. This analysis saowed the substantial
adverse effects of the rule on rall operatingy =tfficiency, svstem
reliability ana inlrastruciure investment. It subsequently was cited as
an autheoritazive soarce cn BRorileneck Ruie irpacts in 3 jeint study
conductea by tne United Sta-es  Departments of  Agriculture and
Transportaliorn.

tlso on behaif of AECC, Mr. Melson submitted testimony o the STB :in
Tinance Doc<et No. 3530, rhis testimony ana.vzed extensive evidencs
regarding the Aeposi-lon nd effects of  fugitive cual  Hust  From
movament af *R2 pnhc o9oal {rains.
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Also on kehalf ot &RCC, Mr. Nelson supmitted t2stimeny to the 3TB in
' ;

Finance Docsket Moo 35081, This tastirory cddressed the effects ¢

3 trol by Tanadian Pa~rfic fallway 1CP} 5t Dakota, Minnssota

prepased com

& Fastern Railroad {DMR), witn 2 partioular freews on the planned DKE
construction proj2ct and other potsntial Initlatives to creale a new
rail =utlet Yer coal Ircm rtne Powaer River Basin ({PRB).

¢f landosners, Mr. Kelson Jdeveicped i1niormation
stimcny regarding DME’s PRB prolfect in land
g5 initated by DME in Wycring.

On peha’r of a group
and provided oral t
wondurnation ©

LA
&
&
[y}
e
n D

Also on behalf of AECC, Mr. Melson submitted testimony to the 5TB in Ex

Parte No. 657 (Sup-No. 1) regarding specific proposals <o improve the

“stand alone” cost (SAC) mathodolngy used to assess the reasonablaress
of contested ra.l rzoes.

Liso for AECT, Mr. koelson analj od  issdaes  related to  rail
transportation service in the cupply of c2al 1o two petential sites for

a new =nlectric gererasticn favality in Arkansas. This werk ‘nciuded
analysis <f likely rarte levels in iigat of mcovement- angd site-specific
conpetitive arnd cperational considerations.

Also on hehalf of ARTC, Mr. Nelson sagmitted testinony to tne S8TB in Ex
varte HNo. €58. This tostimony provided comments on rail regulation
qnder the Staggers dct, and Identified petential changes in rail

egulat:on rthat woald ke consistent with ~he punlic interest and
-xpecteu future :industry -condirnloas.

an bhehalf 2f a grecup wf ccoal users, 1ncluding Ameren, Dominion ang
AECT, Mr. MNe.son sdbmilted a verif:ed statement Lo the STB in Finance
Cccket No. 34421. This testirony addressed techrnical, opevatinnal and
“ublic irterest vonsidarations asscciated with a proposal te rermiz the

cnstruction of a compet_ng rail line within the unused portion of an
cxzstlng rai arrier’s r_ght-¢f-way.

Mr. Nelsor hras dsveloped informallen .o assist cocal users in responding
to ~ha zcal supply wroblems ~raated by the May 2005 darallmerts ancd
subseguent rall throughput corstrainots on tne PRE Juint Line. He has
iderntified potential actions by coal uvsers to improve PRB Cceal
<hroaghput, transportatiosn tssies Far substitute coals and Suels, and
steps 7o racilitate rail cooperdticn

In raspsnse to a public reguest by the STB for sujgasted improvements
in the SAC nerhodclogy., Mr. Nelson provided written and oral restincny
in 3TB Fr TFarte No. €537. This testimcny identified vootential
merhodoicgical refmrerents in 10 specific areas, and was cited ny
Cummissioner Mulvey for its high respornsiveness te the Board!s regquest,

Mz, Nelsen is the founder of the Cecalizion e Soster Improved Racl
Economy (“CoalfliRE”). nis nitict.ve 15 opuen on 3 Escription basis

Hu
te current and prcs?erilze URE wral users. Tt identifies z2na promotes
Awareness of gpecillc potextial groao actions tc improve the
competitiveness ol PRR ral. transpuitation options «itlhin the current
{legal and regulatory framework. Quer 20 specifin porertial qroap
actions have peen jdentifled to davle, inciluding sters o son/restore
vompRtitors, inrrease  the astfectivenaas % axisring corpetitars,



wncrease customer leverage und develop enternal prossure fur reasonable
competitive conduct by the current FPB rail duopoly.

For a powerplant davelocer, Mr. Helsen analyzad issues related to rai
transportation aservice in the supoly of coal to *we potential sites fo
4 naw generation facility in O%'zhoma. This work ircluded analysis o
likely rate levels in light of mouvement- and site-upecific competitive
and operaticonal considerations.

N

Mr. HNelson prepared a 'O-year forecast of a2xpected changes 1n rail
productivity and competitive rail rate levels fcxr the movement of coal
fzom the PRB. This forecazt has been provided on a subscripticn basis
to interested parties, and is believed to be the only such torecast
that 1is based on analysis of specific anticipated productivity
enhancements (as opposed to oxtrapolation of past trarnds). Suabscribers
have used this information ts analyze *he merits of converting to PRB
coal, to support contrart neagotialions and for other strateg.c and
vlanning purposes.

H

For a powerplant rdeveloper, M:z. Nelson analyzed 1ssues related to the
ant:cipated rel:ance on competitive rarl transportetlon serv-ce in the
supply nf coal to a planned new generation facility ir Missouri. This
wotrk included analysis of likely rate levels 1in Lligat of uaniquoe
limitations taced by one of the compering rail lines.

Or. oehalf of a Jroup of cover two dozen ma‘tor electric utilities, Mr.
Nelson provided strategic guidance and analytizal support, and
participated in neqgotiations with a8 Class [ railrovad regarding
prospective multi-kiliion dollar Ainvestments py tne uti:itries to
improve their coal transportation cptions.

For a midwestern wtility, Mr. XNelson assisted in the Jdevelocpment of
improved transportaticon options for a large coal-fired generating
station. As part of thas work, he reviewed an analysis performed by a
mas;or engineering conftractor, and identifisd a geries of cost-effactive
rptinons that had been overlocked. He then provided strategic zuidance
ard analvrical support in the developmen: process.

For a nining company, Mr. Nelsen analyzed Lhe transpcrtation options
that would be avaellable Inr a prespective new facility in western
Co.orado. This :nziuded detailed ~onsideratzon of rhe “new Jacilities”
condizion anoqed by the STB in its approva. of <be merger of the Jnion
racific (U®) and Scurhern Pacific {8F) railroads.

“or ABCC, Mr. Nelscrn submitted statements tc the ST3 in Finance Docket
Nos,. 34177 and 24178, These statements addressed the actizal and
potersial compotitive rsias of T&M Raill Link (TMRL) in domesiic coal
transpurtation, and the prospective irpacts associatad with control of

TMRT, hy the Daiknta, Mirnescta arnd Eastern Railroad (DME),

dn behalf of the Towan orf Easron {MA), representing a rnoalitinn of
towns, Mr. Nelson idearified and corrccted a series of ;.b@tarr‘al
errors and inconsistencles 1n the Final Environmental Impact Report for
the proposal by the Magsachuselts 2ay Transportation Authority (MBTA)
o provide new ccmmuter rail service to New Bedford and rfall River.
[his szteznded Mr. Nelson's previotzs analyses, wnich had identi . ieg and
aocumented a series of siganificant cervors in tha develepment ~f the



MBIA's conclusions  ragare’ng the a. le 3 infeasibilaty i a1 key
ai1vernative route. Mr. HNelsen a.sc  ider -;ied snd made preliminary
assessmencs of other aill_gnmernt and nperatxcnal possibill-~ras that nad
ceecn inapgpropriateiry oritted from consideration.

Ay a subecnirasctor te The 3Bralcle Group, an ecomomic consulting tism,
Mr. Nelsor provided juidance to the Mexican railroad TFM regarding the
ident:fizaticen of dizferent types of competitive and elficiency .asues
raised by <re proposed rcerger of the othkwer -wo principal Mexican
railreads [Farromex and Ferrosur). The merger was aenied by bouth the
naticnal transportariion and antitrust atihbcrities.

For the Ccowboy Failreoad Development Company (CRDC), a group of maier
alectric urilities, wr., NMelzon directed the idertification ang
evaiuation of alternative roctes 2nd strategies for creating a new

a’_lroad access across Nebraska to cnal mines in tnae PRB.

e

As part o tne work for CRDC, Mr. Neison analyzed the degree Yo whi:h
the UP/SP merger foraclosed competitive rcutes that could be offered by
4 rew FRR rail carrier. Tra yesialcs of this analysis were submitted to
the 3TB in Finance Dogxet 32760 (Sub-No.21), which provided owvers.gh-
nf tae UP/LP merger and its i

For a muior eclectric util.cy, Mr, Nelson perforwmec 4 detailed snalysis
of rail transpoxrtation options Zor PRB <oal mevenents to the Junflower

flectric generaring sratian at  Holcomb, ¥8. The resul=s of this
anilysi=s were used by the wtility n assess.ing the nerits of investing
in a planned exparnsion of chat Faciliry.

For an assoz ment at malilor e_entric utilities and power prodaners, Mr.
Nelscen nas performed aetailsd analyses of rail Lranspeoreation opticns,
including ou_ld-outs, for a towal 2F ouvver 30 large ccal-fired
generating stations. The results of these anralyses have served as tne
basis for managemen: <ecis.ons that are prejacrted LD save many rillions
5f dollars in fuel costs.

cn peha.f of AECC, Mr. Kelson submiiTed & statement to tne 87TR in
Frrance Dacket 32760 (Sub-MNo.2l). This statement addressed ccompetic
~ssaes rasulting from the N2/3P rai.rcad merger, with 3 particul

1

focus on the =ffecet of trackage »ijhts compensavicn lavels.

Cn bzhailf o the Jommit-ee <o "morocve American Coal Transportation
{IMPACT), Mr. NE} on subiitled a statement Lo ihe oTB in Ex Farte 582
Sub-No. 1), Thi statement addrassad a wiie ranqge of -ssues relatzd to
rail merger pol;cy.

ajcr Tlass ! vallrecaa, Mr. Melson assisted seniar managerent

L A&
taff in the design and evaluariop <f 2 poten~ial censtruction prolfect.

'y

U.'

Foer the Mid-States Zeal.tion for Progress (a greup of landowners), Hr.
Welzgon analyzszd Lhe propuesal by OME Lo wonstrucst an =xzensicn of 1is
line 1nto the PRHB. Mr. HKelson developed estimates cf TME's volumoes and
unit revenue levels on the oasls of 3 plant-by-piant aralys:s, taking
ints acceunt likely fuature marker conditions ard the "aﬁper'tive
capabisdities of +tne UP and Burling-un Northern Santa fe (BNSF) M.
Nelscn’s apalysis was filed at the 5T {Finznce Jocoket No. 33407).
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For Lhe National Ra.-rzad Eassenger Corporation (AMIRARK), My, Nelson
investigated issues related to the definition of “express” trafiic r

AMITRAK 15 permi.led Lo carry (STB Fruunce Docket Ho. 33484} . Mr. Neison
analyzed relevant data from the STB Ra:l, Waynill Sample and tns Census
of Transportation, and investigated 'he Tactors affectirg use of Amirak

.l

by =-he U.S. Postal Service., The .iefinitinon of “express" eventially

adepted by the 37B was consistant «ith Mr. Helson’s findirgs..

For the Moffzr unnel Crnmmission (Colorado), Mr. lelson asnalyzed thne
factors affeczing future railrcad use of that tunnel, which traverses
tLe Continenta’l Divide and serves the principal Colorado coal fields on
the UP 1line that ZIormerly was <he Denver 4and R.o Grande Western
Railroad |(DRGW) main line west of Denver., The tunnel had historically
pean owned by the CommIssion {and lecased to the ra:lroad), bLt unaer
sunset legislanien was be2ing coffered for public sale. Mr. Nelson's
analysis included atudy of the utilization cf Colorade/Utah vs. PRB
coals in the context cf the central corridor coundit.ors Imposed by the
STIB :n the UP/SP mesrgerc.

For UCF, Mr. HNelsen perizsrmed Jetailed stadices of competitive and
traftic Icsues assoc_ated with <he arguisition and brea<-up of Ceonradl
by HRorfolk Southern and CSX (Finarce PDocket No. 323388). These studies
included analyses nf competitive :1ssues :n the arez zavrved by the
focrmer Delaware and fudson :a <2 subsidiary) and in tae midwest,
competitive issues involving coal traffiec  chroughout the Conrail
service area, and traffic impacts ass»riated wrth potent:al remsdial
conditlons. (€2 relied npon the resiults of VMr., Kelson's stuaies in
reaching L s settlenents wita dpplicants in that case.

Bor SP, Mr. XNelson proviaed expert Lestimony before the lInterstate
Commer:e Tommission ({(ICC) in Finance Cockebl No. 32133 (the provnssed
cortrel of CaNW by UF). Thais taestimcny Was based prima:zily on Mz,
Helson's analvses of adta  Zrom the Rail Waybkill Ffample, which
iogentified substdrtial numbelrs oz soeciilc flows for wh.och the proposed
transastion createa Jdifferent types of potential compotitive problems
{including losses of point-to-poiny competition, source compe-ition,
sormpetition in grain originations, ard shipper leveragel. In adaizion,

Mr. MNelscn's testimony utilized Rail Waybill Sawmple gdata te demonstrate
zhe occurrence of merger-related foreclosure from previous UP

ady.

acquisicions, arnd provided sta+isiircal support for SP's rraffic st
~f the

Mr, Nelscon also conducted a deta:led investigaricn of tane lrpact -
mArger on Source onompet.!ion ftor western ccal.

For &iec Grande [ndastries {(Ri7), Mr. Nelison grovided expert restimony
before the TZC 10 Tinance Peocket No.'s 31525 ({the propozed avguisizion
by RGI <f 3Sp0's Kansas City - Chicago linre) and 231522 (zhe przposed
acjulisation by RCOX of the Chi-zago, Misseuri and Western l.ne oestween
T. Leuis 3and Chicage} basaed or his analysis of Rail Waybkill Sarple
Jata. This testimony involved analysis of potential cumulative anti-
compatitive 2ffects from the preopossd transactions, development of
Time-serles estimates of raill +4ratti¢ volures ard carrier shares 1in
aiffesrent flaws, ano assessvert Y the svavistical reliap: ity of rhe
portions of the festimony of oiher XGI witnesses Lhal weie bssed on
Rail Wayb:il 3armple Jjata.

Also for RGY, Mr. H= son prov.ded exrert tastimony kefore the ICC 1n
finance Uoockar No. 32000, <1he zuvnswlidaticr. of 82 and DJRGW. This



tea.-mJny involveq dnalV'iS oL Rai: Waykili Sampple da=a te aetorsine

ail traffic rolanes in diffevent floas, the statistical reliabitiry ot
whies conaucred by other HGT witnesses, and potertial compeultive
blFT fiows associated with a cunselidation ~& S ang KCS.

'G L: ry

For JRGW, Mr. Nelson provided e~xpert -estimony before the 1CC in
Finance 3Joc<et ko. 30800 (+the acquisition of MKT by JPV based con his
analysis af  Reli  WNayblll  Sample data. This <tescvimony involved
exanination 9f intramarial rompetizion ir. tn central ceorraider,
eveloprent of traffic flow databases at:il:i other witnesses,
assessment ¢l the statistical reliapility of :)"!"er witncesses' ..L.du:s,
and aralysis of issues related to ase of market share data frem wayoill
sampies toc evaluate tnas corpetitaive impact of the proposed merger

Q.
U'
w

4also for DRGW, Mr. Nolson provided extensive expert test.mony hefore
the 1CE reqazrding a nunber of !ssuwes ra-sed oy ~he proposed merger of
OGP wirh ATSF {(Finance Docket No. 3C400;:

L Ne?son p:ovideu a dJdetailed ccmparisocn of The sccromic and
operating aracteri t sf the intercity truckingy and raliroad
industrios, w1LH a part: ;lar focus on long-haul markets. Mr. Nelson's
analysis of “re L‘vﬁklrg tndustry 1tilized <he National Motor Transport
Cata 2ase (NMTDRB). ¥or tnis szudy, Mr. Ne‘aon developed and impiemented
analyvical rechnimques <hat ocowmgersate f£o the ner-rardom sampling
procadurss employed in the gathering of the MMTDRB, making it possible
Lo use ‘ais source to relizoly condugt studies at the ndustry and
corr.dor level. Tne Commission acsuphtea 'he results of Mr. Nelson's
udy verbatim in irs analysis of the anti-nmompetitive coasequences of
ke z:oposed meraer.

* Tsing the tMTDE ard the Rarl Waybill Sample, Mr. WNelson
analyzed the extent *o which rail pricing and services on selzoted
trafflc are dotermined by compering intercify ‘r”"king alterratives
available 1o shippers., This analysis was conduated afb a nighly -detaijiled
level, ana included sEpLlcit zcCount irg TD the Pawdiirg
cndracteristics of @ach rail commcdity and the cperat.pg ccunomics of
Lhe aorrespeonding truck Qilpm“n. neezad.

* Mr. Nelson analyrec tn= tes~s appliea ny various economists 1n
the wvrucezedings, 1ncluaing thnnse of the U,3. Depar-ments of Just:ice and
Iransporzation, <o :idenLlify raws traffic Lthat would most likely e
Jubject ro anti-ecorparitive efiacrs 311 the wake c¢f the preopesed rerger.

Mr. Vel#ar rgentifiad CrLrCcumsTancss Lnder whicn thsse Lests
systemaTical.y /lkld invalid results, arnd provided guldelines Z5r wneilr

proper dpp;-udtl

* Mr, Nelsen ident:fiea irgrovements needed - the rarger
applicants’ rn.tiai merhedology {er estunating the rail  rraftic
diversicns nhat 1ikoly would resuls from tne proposed merger.

* Tn o addit-or te “his expert Testimony, Mr. Nelson servea &s
principal investigazor for several studias uﬂde*lyinq testcl
hy other w.tnesses, andressirg issues relazed o inzran:'al {rat
competribion, prodect and  scurce CﬁMEeTLtlfﬂ, shipper bnnei
leverage and Lrackage rights <¢cmpensation. Mr. Ne.son also rdacted a
rumser of specilal studies on reguest for other witnesdes and counsel.

v,
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FLur oa private client, Mr. Nelssr partidipated in a  study of Lhe
purchase and util.zat:on cf ‘umnpo covered hopper ~ars by shippers and
railroads. This study involved extensive analysis of the Raol Wavbil

3umple and ciher cata saurces, and included a detailed examination of
histerical car snwrtayas n light af economic and :traft.c zenditions,
and ~ther related factors. The resuizts of Mr. Helsorn's work were
incorporated in test.mony before (he ICC,

As A supconktractor to consulting firms, Mr. Nelson has participated in

number of other rail-related studies. These include (1) analysis of
Rall Waybill Semple data to aadress issues srtemming from traffic
retective cunditions at the Jacksonville (L) gatenay betwean FEC and
28X, and (2) analysis of CN's Port Huron-Sarnic tunnel project and the
alternative of a Lunnel at Detroit-Windsor.
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B. DZosral Secrvize

T
C
"

Magazine Publishers of Americs  [MPA) acting ¢n behalf ot a
ition of periadicais mailers, Mr. Nelson analyzed severa. Lssues
*ed to the purchased transportation cosls incurred by the Poatral
r'ice. “h*s Included identifi-ation of feasible cost reductions ana
T roveren.s, a3 wel. a5 qevelopment of neesaed refinements

used ny “he Postal Service to analyze transportation
cousts. The es lLa of Liils analysis were presented to Lhe Poustsl Rate
Tommission (PRC) in *Fe R2070-1 omnibus rare case. A portion of the
vdentifisd cesting reficements has been adopted by the Paostal Service.
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Me. Nelsoun idenbified end develuped vpwortunities for a rajor publisher
to cre2ate more efflcient and desirable price/service ophtions by
svniaing selected ccsts in irs mailirgs of pericdicals. This weork
ineluded censideraticn ot transzportation, delivery and uanfunded
re’' irement liability nosts.

#or Fostrnr Associates (Lnder contract Lo the Postal Sexrvice), Mr.
Nel=2mn worked in the following azeas:

* Delivery ccating - Mr. Nelson developed a4 ser:ies of refinements
in delivery cost analysis proc iures. These refirements included
aralysis cf ariving time or motorired .etfer routes, ce¢lleciion costing

znd extansive revisiton of rthx ng far sSpecia. purpose :outes and
a ort

special delivery messeng2rs. n Suppo vf the new merhndologies, Nr,
Helson developed data collection plans and assisted _.n the development

of survey instraments and :rnovative procedures to gather new f(ield
Jata from ~arrlier and messerger operations. He conductaed axzensive
analysis of ke neow da.a, .ncluding developmcnt crf a<ata cleaning and
welghtlng procedures, analysis program legrc, ;d specilications fuor
new oconomelris models. He aleo idaptified an overlan in costing
cystems than produced a “aoapnle-c-unt” of delivery acrivily uperformec
by personnel other than special dellvery messengers but ~herged to LDC
24 (Cost Segment 9). He develuwed spreadsheer modifications rneeded to
tncorporate the ceosting refinemants and new data, and eliminate the
“deuble-count” problem. The resuits of Mr. Nelson’s delivery cesting
worg were prasetted before the PRC in the R97-1 omnibus rate rTase. The
PRC zdopled 3 oun of 10 of M¥r. Nelson's recommended meinodolegical
changes, 2 w.th commendat tons.



v Wew 2rodacrs - Mr. lNelson identiiZiad the cost baslis for a
numicer of poten-ial new product offerings involving Express Mail and
Pricrity Mai®, and deve,coped whe analy-leal framework and informat:on
needaed to support their :mplemertaricn. This Incluced design and
znalysis of & nesw field study of relevart Express Marl plece
rharacteristics, which was 1lso vrezented by Mr. Nelson in the R97-1
rave case.

* litigation suppert - In Docket No. R94-1, Mr. Nelson reviewed
tervencr “estimony regarding city delivery carrier and transportation
15sues, and deve.oped discovery and cross-examination topizs Ior Fostal
rvice counsel.

»

I0C3 - Mr. ANelson develc ppd xerlnementc in Z0CS data gathering
procedures to wmprove the wvalidity and precisicn of  availabie
informaiicn regarding Express Ma-l activities. Mr. Nelson then
interpreted the aritial  vesults from the new data and nravided
suggestions for improvements n Ixpress Mail costinyg procedures.

¥ Postal AMR - Mr. Nkelson develcped a plan for analyzing the
street tlilme costs assoristel with a proposal to nave postal vehicles
paerform automabed meinr reading for abkil:ity companies.

* Fagle Metwonrk - Mr. Nelson developed a potential methoaology
for attributing the nosts ~f dedicated air transportation services
ured by the PosLal Service.

For iInized Parcel sService (UPS), Mr. Nelscn provided ext=ncive expert
estimony pefoze the PRI in Docket Ho. R90-1. This lescimcny presented
r. Helscn's stucies of c¢onst causality and/or clasticity within the
y delivery carrier, specia. delivery messenger, vehicle service

r, rnurshased highway transportation and expedited air networx
nperaticns of the PDStdl Service. These s=tudids, which linvolwved
apglinazion of  operation rassarch tecnqiquns and deveiopment of
economeiric medels and other staristical analyses based on postal data,

vere referenced and relied npon exrensively by tne PRC in dits Dpinion

and _Pecommended  scisicn. To a considerab.e Jegree, <hese studles
reprecsented extensions anrd refinements of Mr. Nelson vrevlcus
stadies, which were prescentad pefore the PRC in Mr. Nelson's tastimony
‘n Tocker No. FA7-1, and in Docket No. EM36-23, a rolemaking proceeding
established in ver: *o krxXpiore 15sues raised in ftestimony before the
PRC in Docket Ne. R84-1 tfor whizh ¥r. Nelson served as principal
investigator.

My, Nelson partilipatac 0 an atrpert rmaster glanning stody for 3ydney,
Australia. For this study, "¢ acveloped a4 comprehensive sebk of site
selertion criteria and evaluation measures.

Until Pebruary 1984, Mr. Koeisen was a Sericr Rosearch fAsscsciaze at
Charles River Assouiates (CRA}, an economic research and corsulting
fitm, wnare his work exgeri=nce .nacluded Lthe Zollowiny:



Freignt Irapgportation

Mr. MNslson served as Marager of Jonsuliting Services Yor the Yaticoral
Motor Transport Data Base (described above), which at tha time wis
sponsored by CRA. In trfis position, he was resporsicle for nardliny
~.iant reguests for information from the database, including preblem
nefinition, sampliing issues, <onduc of analyses and reportirg of
results. He oondurted specific analyses Tor a number of public and
rrivate clients,

Fr. Ne.iscn gserved as principal investigator for a study of motor
carrier safety and  raftic characteris<ics. This study involved
extensive analysis of a npumker of databases, including the FHWA
"Loadometer" Zludy, the 1977 Clensus of Transgortation, tThe ICC
"EnpLy/Laaded” Survey, and the NMTDB. The results of his work were
incorporated in Lestimcny before the J.3. 2Jistrict Ceourt on kehalf of =z
priwate client engaged in litlgation with a state over the use of twin
trailers.

Mr. Melson participat=a in several cther projects providing support for
mortor carriers involved 1n litigaitien cases. For <hese clients he
merformed detailed flnancial analyses of motor carrier gperatlons and
tratfic in diffareni settings, and assisted i1n the preparatlon of
resnimory and briefs, Mr., Nelson also served as an internal consulrant
un 4 npumker of TRA's other 1oior rarrier, railread, and  freigh-
Lransportation stadies.

For the 7T.3. Cevartment of Transporctation (LOT), Mr. MNelscn was
principal 1nvestigator of a stody Lo develop a conceptual framewcrk and
data colincticr strateqgy fer analyzing Lthe impacis of fthe =otcr carr:er
reguiatory reforms "mpl=amentec under the Moter Tarrier Act <f 1980. For

rnis project, Mr. Nelson was respons:iple for idectifyirng and selecting
svecific research issuss, data regquirementis, data sources and
aratytical technigues.

5]

'™m 3 study for ths Jffice =-f tne GSecretary of Transportaraon, Mr.
Nelson made extensive 3¢ 2f probabilistic modeling technigues teo
nevelop guantitative estimates 3f potantial fuvel <onservatien resul+wing
from se_ected aspects of propused moior carrier regulatory reforms.

For D07, Mr. UNelsor wis prinpcipal investigator fcocr a stucy of tnae
merits of alternative approaches that tould ne vtilized by the ICT -o
impiement the :1nflation-based index for aliowable rate adjustments by
railroads randated by the by <he Stagyers Rail Act »f 198C. Fkor this
study he analyred the ICC's wpropossed approsch and dewveloped specific
conclusions and recommendatiorn in a number of issue areas, including
selection =f tne hasic index, proawctivity adjustments, ftrea*ment of
profit and nen-rezurrirng =xpenses, froguensy of 1ndex adjustmenz, race
averaging, raciasral differences, sollective razemaking and el
surcharges., The res3 73 of th.s study were u3ed 2y DUT in iormulating
1ts5 responsg o Lhe ICC's propesed approach.

Yor a private cllient, Mr. N¥elson analysed the lag.stical consideraticns
involved in siting a glanz tc procesz imesrted high-value mineral cres.
Fhis stucy, which was part of 3 la:ger szody %o sssess tne overall
zeonemic  feasibility o©f plant 2onstructicn and operation, 1nvolved
comgariscons <f vosts and other attripurtes., ot 4 variety o rodes and
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modal combinations, nclazing ra3tl, 1neand waterway, motcr carrier and

rere.

3 stady c©f airban frelght consolidarion alternatives ncnducted for
.5. Department of Znargy (DUE), Mr. XNelson Jlilized principles of
work analysis, simotat-on and queuing theeory (o  evalurzate and
itigque the merits of gprevious studies, and reccmmend research
arproaches for analysis of route ard terminal consolldation strategles.
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lso for DJE, Mr. Helsor was 2 major contr.buter to a stady =f
stential fuel-use changes that ceuld occur in response to dramatic
uel price wnvreases, Mr. MNelscn's work fooused “on the freight and
intervity passenger transportation sectors and included analysas of
spportunities for improvements 1n fuel efficiency by each node under
different fuel price increase scenariss, 48 well as modal shifts and
net traffic reductions caused by resulting cost {ana rdare) increases,

[ Bt

Pasgengar Trarnspor-ation

Mr, Nelson served as princ:pal investigator for a =series of Hervice a
Managemen: Demonstrat’on Evaluations cenducted rfor DOT. Fur tnx
ara.lel assessments of tne feasibility of user-side sabsidies, and ovne
aemonstrazicn ot taxicab regulatory reforms and p3aratransit service
innovatiors, ne developed instruments for and implemented ssaveral
surveys, conducted dala analys:is ang prepared Firal Evaluatzon Reports.
for ar  ass:ssment of alrernative transit iransfer policies, he
Jeveloped research 155325 and aata requicements, selectad and
supervised inzerviews of over 4£) transit precperties, znd wrzote or was
responsible for all ma‘or deliverables. He assisted DOT in  tne
developmer.t of research 1ssues t95 he acdroissed in demonstraticns of
inneuvative checkeoint paratrarsit services and in the review of a
proposed paratransit policy. '
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Alsp for OUQT, Mr. Nelsomn was principal nvestigator of a study of
methods Lo fmprove iransit preoductivity and rost-efitectiveness. lhis
study involved the identificaticn and documentazion of 146 aistinct
productivity-enhancement m&iseras chat nave been ilmplemented at 1.3,
Lransit propervies, agsoessaent of the rransferability of each measuxs
Lo dafferent seltings, and develzpment cf :mpact magpnitude estirates.
Prior to tn.s uvroject, Xr. bNelson doeveloped over two dozen :xdeas for
cossiblie nrovations to imnrove Transic proausctivitcy and CUST
affactiveness.

Mr. Nelson par-igipated n 2 Ffinancing study of the XNew York
Metropolitan Transpartaticor Authority's proposed mslti-biilion dollar
capital Aimproverent program. Mr. HNelson's responsibil:ties in this
rroiect Lnvcived econodretris Aanalysis af operating <osts, with a
particular enptasis on identifying tLhe variasbkility of differernt cos:
components with a.ternative f{uture levels of rapid rail, bus, and
comnuter ra.l activity. The results of his work were inceorporated in
the MTA's 0fficial Statement Sor the successiul inizial offering of
3250 million in trarsit revenue bonds.,

For DOT, Mr. ¥elscn particivated in a study o doevelop lerhnical
guidelires for use by loca: p.annors to sabiSiy 3 teynatives andiySis
requirements. ¥or this study ne developed a matrix-based methoed for
determining dara requirements in aificrent seenarios, =2nd rlayed a

=
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major role ia the develcpment o2 3 wethad for geperatirg Locaily
responsive alternatives L¢  a1jh-capital  transit ivwestmenks 1sing
melticriteria decision fechnigques.

For the Massachusetts Port Authority, Mr. Xelson participated in a
study to fnrecash futare levels of p2ssenger and alr rargo activity at
Lngan Interratisral Alrport., For chis study, Mr. Nelsun supervisea dats
ccllection efforts, dewveloped methoos For synthesizing cata  trom
diverse sources (FAR, ©CAB, Port Autheority records, estc.) to yield
relevant market segment size a&stimates, and analyzed seasorality and
short-tern peaking phencmena.

¥r. Nalson also participated in a gquantitative sssessment of the market
penctration potential and associated impacts of =lectric wvehlcles fo
“he Electric Power Resear~h lnstitute {[EPRT).

Thesis

'n his gradcaie thesis at M.2.T., wn:ch fulfiLled <The taesis
reguiremants <for two Master's aegr=es, T helson deveicped a
cemprehensive review ot the theoretical and practicel snortcomings
gncountered in ~he use of linear programming in a *eal time multiple
vehicle routing and scheoulirs] system (dial-a-ridel. Based on rnatwork
arAalysis technigaes, ne then develcoped a seft of heuristic a goriiamws
tnat avoided the shortcomungs inherent in the linear prograrming (L2}
approach. The perfommancse of these atgorithms was simuiated by compuler
and round To meet o¢r exneec the LP's performance in a vwvaricty of
suendrios arawr. fror actual operating data.
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Intaersiele Commerce Commission, tinance Docket Mo,
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Reports_ Prepared for Charles River hssogiates

Jser-Side Subsidy Demonstraktion Proiect: Lawrence, Massachusetts. Final
fvaluation =Report Prapared for 'J.8. Department of Transportazion.
Octoper, 19823,

Analysis of Labor tcnditivns ind vrnion Status in the Intervity Trucking
rdustry. F-nal Reporz. Trepared for U.S. Department of Transpurlat.on.
Avgast, 1983,

Actiwns Being Taken Ly "ransit Operaters to Improve Perfcrmarce. Final
Report. Prepared oy 3.9, Nepartment of Transportation. April, 79831,
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Jser-Side Subsidy Demcnstration Prolect: Montgomery, Alabama. rFinal
Evaluation Report. Frepared for U.S., Oepartrent of Trarsportation.
Degerber, 1992,

Blar. for Moni-oring the Impacts of Regulalory Reforms Imp.emented Under

the Motor Carrier Act of 1980. Final Report. Preparez for U.S,
Lepartment of ‘ransportaticn. Cotober, [382.

SeW Yerk Ciity Transit Authority Revenue Feasibility Study: Economic
Analyses and 2Preiecticons. Final PReport. Prepared for Metropolitan
Iransportaticn Aathority, ¥New York, NY. In part. Octcher, 1882,

Taxi Regulatozy PRevis-zons in Dade Cgunty, Flor:da. Data Collecticn
Flan. Prepared fcvr .5. Cepartment ¢f Transportation. April, L198i1.

Analysis ¢f Rail Ccst-Zlus D:'~¢ﬂg dystems. trepared for U.S.
Cepartment of Trans portat or. March, 18B1.

Ket Demand for ©Ounl Imports: Preliminary Es:imates of Short-Run_ Price
£

F]as:1c1 ies. Br repared Ior Lhe 11.5. Department of EkEnergy. in part.
uaheﬁber, 198G,

User-Side Subsidy Demonstration Projeck: Kinsten, North Carslina. Final
Evaluation Report. Preopared for J.S. Department of T[ransportation.
Cotober, 1980, Egecuztive Simwary reprinted in Taxicab Management
Nocvember/December, 1981.

Patential Fuel Conservation frem Regulatery keform of <he Trucking
Industry. Frepared Ifor Qffice of the Secretary of - ;ransportation. Jaly,
A

1980,

Cperator Guidelines for Transfer Poliny Design. Frepared for 3.5,
Department of Transportation. June, 1980,

te of the Art ¢f Current Prazctices for Transit Transfers. FPrepared

&
r U.S. Department of Prunbpo::atlon. June, 1980.
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Seneraticn af Transpervtatiosn Alrternatives.” Techniocal Meriograph
prepared for iU.5. Department ol Tranzportation. Sanuary, 1879,

"Definition of Transp ortation Alternatives.” Technical Monograph
prapared for U'.S. Departmgnt of Transportation. Hovember, 1978,

Preliminary Analysis of Alternative Proposals to Encourage Efficient
Service Cencepts in Urban Freignt Mowvement. Prevared for U.S.
Cepartment of Engsrgy. Tn paril. Octeoker, 15738,
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